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Drug Stock Prognosis

By Ralph Weil

V || N\here has been considerable
negative discussion about
the pharmaceutical industry

over the last twelve months. This is
being generated mostly in the po-
litical arena, because a majority of
the electorate currently view the in-
dustry as needing some sort of re-
form. Unfortunately, the stock
prices of these companies will be
subject to this political uncertainty
for the remainder of this election
cvele,

GooD INTENTIONS?

A number of issues have been raised
in the ongoing debate, but most of
them revolve around the subject of
prices charged for prescription
drugs here in the United States and
the profitability of U.S. drug manu-
facturers. While the intent of these
concerns—beyond getting elected—
may be noble, the suggested rem-
edies run counter to economic real-
ity. History is replete with examples
of governmental good intentions
fostering unintended negative con-
sequences.

ARE Druc Prices Too HicH?

One of the main points raised by the
critics is the fact that many drugs
are available in other countries at
significantly lower prices than in

the U.S. They fail to point out two
important facts:

1. Governments in some parts of
the world control their country’'s
pharmaceutical prices. They do this
either by setting the prices for all
purchasers or by being the sole pur-
chaser and dictating the maximum
they will pay. This means that the
high costs of research and develop-
ment must be recovered mainly in
the U.S. drug market.

2. The process of obtaining ap-
proval for a new drug is signifi-
cantly shorter in most other coun-
tries than in the U.S. That being the
case, the companies want to make
sure that their new drugs get mar-
keting rights as soon as possible to
help prove both the efficacy and
safety in a large patient base. They
are therefore willing to accept price
restrictions in these countries in
order to get their products in use.

Arg Prorirs Too HicH?

The other main criticism is that
pharmaceutical companies tend to
be too profitable. Obviously this is
a debatable point. How does one de-
fine what is too profitable? It is true
that the pharmaceutical industry is
more profitable than industries

Continued on page 2

Some Thoughts on
the Euro

by Sharon Bentley-
Hamlyn 3




“Drug Stock Prognosis™ continued from page 1

overall. At the company level, however, profit-
ability varies. Profits go to those companies that
have the best new drug profiles. Those compa-
nies have the best new product stream because
thev have spent a great deal of money (hundreds
of millions of dollars, in most cases) developing
each new drug, some of which may never be suc-
cessful. Without the incentive of possibly earn-
ing large profits on their investments, they most
likely would not continue the current pace of
new drug development.

Coxncress WILL AcT

We believe Congress will soon pass a bill legal-
izing the importation of prescription drugs from
other countries at what would, early on, be much
lower prices than those same drugs sell for here
in the U.5. The importation would primarily
come from Canada and Mexico, where prices are
controlled by the governments. Once the drugs
enter the U.S., however, there would be no guar-
antee that the savings would be passed on to the
consumer. Also, the governments of the export-

ing countries might figure out a way to capture
some of the price difference in the form of taxes.

WE ARre OPTIMISTIC

Overall, we expect some short-term volatility in
the prices of healthcare-related stocks because
of the current political environment, which
should ease after election day. When the air
clears, investors will realize that the probability
of any further adverse legislation passing both
houses of Congress anytime soon i3 remote. We
are reminded of the politically charged environ-
ment during 1992 - 1993. After considerable de-
bate—and corresponding drug stock price pres-
sure—the public became leery of proposed
changes in our healthecare system and the gov-
ernment abandoned its attempt at controlling it.
Subsequently, the industry’s stock prices recov-
ered dramatically. We believe that those compa-
nies with strong cash flows and strong new prod-
uct streams will return to superior investment
performance. =5
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We do not expect a repeat of the 1992 - 1993 price pattern for drug company stocks.
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Some Thoughts on the Euro

By Sharon Bentley-Hamlyn

Our guest author, Sharon Bentley-Hamlyn, is an
investment manager with Walter Scott & Partners.
Headquartered in Edinburgh, Scotland, the firm
is the sub-advisor to the Clifford Scott Interna-
tional Fund, L.P. Sharon received her MBA from
the University of Edinburgh in 1991 and has been
an investment manager with Walter Scott & Part-
ners since 1992, We appreciate her comments on
the Euro and thank her for this contribution to our
newsletter.

7 \l Ahe Euro is a pure contrivance and as a
mechanism for linking quite disparate
economies is seriously flawed, perhaps

fatally.

No Pourrican Unity

A single currency cannot work without monetary,
fiscal and ultimately political union. We are still
far from this point in Europe, though the lead-
ing proponents of monetary union have made no
bones about the fact that political union is the
ultimate end game.

Eddie George, Governor of the Bank of England
likened monetary convergence to limbo dancing.

Once under the bar the dancer shoots up on the -

other side. Having artificially, if not spuriously,
achieved the economic eriteria for convergence
there is the risk of explosion on the upside, which
will leave the Euro unstable. We are starting to
see this with high levels of inflation in countries
like Ireland.

The European Central Bank's theoretical right
to fine individual countries which step out of line,
is in practice so politically unacceptable as to
render it useless. In any case it will not ultimately
solve the problems created by a one-size-fits-all
monetary policy.

DanisH VOTE SIGNIFICANT

The ‘No' vote in the Danish Referendum may have
marked a turning point. For a small country so
closely linked to the Euro bloc and whose cur-
rency followed the Deutschemark for many vears,

this was a significant outcome. Despite all at-
tempts at ‘Europeanisation’ the Danes identifi-
cation with the nation state remains strong. Be-
ing dictated to by unelected bureaucrats in Brus-
sels, Strasbourg and Frankfurt is unacceptable.
We have already gone far too far down this route.

With the Danes voting ‘No', the Swedes are likely
to follow, and the chances of Tony Blair winning
a popular mandate to take the UK into the Euro
become more distant. While the core Euro mem-
bers would have liked to see the UK and the Scan-
dinavians join, there is no indication that there
is much appetite for wider enlargement of the
European Union, a necessary precursor to Euro
membership.

Euro 1s WEAK

The Euro remains very weak. It sank to new lows
below 85 cents before concerted central bank in-
tervention. It has fallen around 26% from its in-
troduction level. Where does it go from here?

There is, of course, a chanece that the whole Euro
arrangement breaks up. That, in our view, is pos-
sible but probably not imminent. There is a good
deal of vested interest in keeping the show on
the road for the time being.

The Germans carry all the emotional baggage
associated with having fought (and lost) two
world wars. At the political level it is felt that
the best insurance policy against a similar fate
befalling them in the 21* century is in integrat-
ing their economy with others in Europe, and
that of France in particular. At the individual
level people currently seem resigned to this fate,
but may balk at being forced to hand over their
Deutschemarks for Euros in 2002.

CENTRAL BANKS INTERVENE

As to the level of the currency, there are a num-
ber of supportive factors. Central bank interven-
tion is one. The USA in particular has signalled
its dislike of a Euro in free fall. While the huge
current account deficit is being financed by for-

Condinued on page 4
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eign capital flows, U.S. companies are
currently reporting profit shortfalls as
a result of lower Euro earnings. A
weak Euro means weakened U.S. com-
petitiveness. Though interventions are
just a drop in the ocean of global cur-
rency trades, they do at least demon-
strate that the Euro trade is no longer
a one way street.

Europreans INvest IN U.S.

Capital flows from Europe into dollar
assets have been abnormally high.
Eurcland cross border mergers and
acquisitions (M&A) has been running
at 7% of GDP up from 0.5% two years
ago. 7% is over twice the level of GDP
growth expected in Europe this year.
This M&A activity has been predicated
by a huge rise in corporate bond issu-
ance, which has interestingly turned
down quite sharply this vear. This sug-
gests that M&A activity will fall off
quite sharply also.

Euroland purchases in the U.5. equity
markets have risen sharply over the
last two years. Part of this is due to a
strategic reorientation of portfolios.
With the advent of the Euro the op-
portunities to diversify within the
Eurobloe were lost. Institutional inves-
tors therefore increased their alloca-
tions to foreign equities, particularly
U.S. ones. This repositioning is prob-
ably now complete. Indeed, given the
strong performance of the U.S. market
in 1999, some of the gains may be re-
patriated.

U.S. GrowTH RaTE CRUCIAL

Much of what happens to the Euro
will depend on what happens in the
U.5. While U.5. growth, currently run-
ning in excess of 5%, may not slow suf-
ficiently next year to converge with

European growth, currently just over
3%, it will almost certain slow more
rapidly. The risk of earnings disap-
pointments is likely therefore to be
higher. This means that as a destina-
tion for Euros, U.S. assets may become
increasingly unattractive.

EuropE 1s IMPROVING

Also on the positive side, unemploy-
ment in Kurope continues to fall and
consumer confidence remains at a
high level. Euro-zone interest rates
are unlikely to rise much further and
will probably peak around 5%. The
Euro-zone budget position will be mov-
ing towards a surplus this year. This
iz allowing for a fiscal easing of $24
billion over 5 years in Germany and
$£16 billion over 3 years in France. The
Netherlands, Spain, Italy and Belgium
have signalled their intention to fol-
low suit. This will feed into consump-
tion and company earnings.

In addition, plans for pension reform
are on the table which will allow indi-
viduals some discretion as to where
their contributions are made. Assum-
ing these contributions are invested in
Euro denominated assets, that can
only be good news for both the cur-
rency and the market. o5

Clifford Associates will eontinue
to monitor the European markets
and currency, not only for the
Clifford-Scott International Fund,
but also for the individual inter-
national stocks our clients own.
Also, many U.5. companies have
significant exposure both to the
Euro, and the European consumer
markets. Meanwhile, it's a great
time to travel to Europe.
Bruce White
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